Abstract: This paper empirically examines the determinants of firms' decisions to undertake accelerated share repurchases (ASRs). In an ASR, the firm repurchases its own shares of stock through an investment bank rather than on the open market, allowing the company to acquire a targeted number of shares and record its effects on earnings per share (EPS) immediately. Consistent with our predictions, we find that ASR firms are more likely to compensate their managers explicitly on reported EPS figures and are less likely to be concerned with benchmark-beating than are OMR firms. These results are robust to controlling for signaling effects, as well as other known determinants of stock repurchase decisions. Additional evidence on ASR settlement costs suggests that firms are willing to incur costs to secure perceived financial accounting and compensation benefits. Our findings contribute to the literature on stock repurchases, earnings management, transaction structuring, and executive compensation.
I. INTRODUCTION
This paper empirically examines the recent phenomenon of accelerated share repurchases (ASRs). ASRs differ from typical open market repurchases (OMRs) of stock in two important respects. First, in an ASR, the firm does not repurchase shares on the open market but rather borrows its own shares of stock from an investment bank. This allows the company to both acquire a targeted number of shares immediately and to recognize the full effects of the transaction on reported earnings per share (EPS) in the current accounting period. Second, the firm enters into a forward contract with the investment bank and is thus obligated to repurchase a pre-specified number of shares at a purchase price determined by an average market price over the contract period; there is no similar obligation in OMRs. 1 Recent articles in the financial press have criticized the increasing use of ASRs (Maremont and Ng 2006) . The main concern is that firms are using ASR arrangements to obtain short-term EPS increases but damage shareholder value in the long run due to the guaranteed nature of the repurchase agreement. We address this issue by examining whether earnings management incentives are a significant determinant of firms' decisions to undertake ASRs versus other methods of stock repurchase.
Prior research shows that firms use OMRs as an earnings management device.
For example, Bens et al. (2003) find that firms increase the level of their firms' stock repurchases when earnings are below the level required to achieve the desired rate of EPS 1 In fact, in many OMR plans, the full amount of the announced share repurchase is never reached. In a sample of 450 repurchase programs over 1981 -1990 , Stephens and Weisbach (1998 find that firms on average acquired only 74-82% of the targeted number of shares within three years of the repurchase announcement.
growth, and Hribar et al. (2006) find that firms use stock repurchases to meet or beat analysts' forecasts of EPS. Essentially, firms exploit the flexibility inherent in OMR plans to time repurchases so that their financial reporting objectives -i.e., meeting or beating an earnings benchmark -are achieved.
In an ASR, however, there is no financial reporting flexibility that can be exploited. The full amount of shares targeted for repurchase are acquired immediately through an investment bank, common shares outstanding decreases, and this effect is immediately reflected in reported EPS for the current accounting period. It thus seems unlikely that an ASR would be an appropriate vehicle for managing EPS if the aim is to meet or beat earnings benchmarks. We consequently do not expect that capital market incentives to meet or beat earnings benchmarks will play an important role in the decision to undertake an ASR.
The immediate recognition of a decrease in shares outstanding that occurs with ASRs does suggest an alternative motivation, however -that the managers of ASR firms are more likely to be compensated on reported EPS figures than are the managers of OMR firms. Prior research shows that the use of earning-based bonuses affects firm's financial reporting choices. For example, Beatty and Weber (2006) find that the likelihood of managers receiving earnings-based bonuses affects goodwill impairment decisions, and Marquardt and Wiedman (2005) find that firms are more likely to structure convertible bond transactions to increase EPS when manager bonuses are based on reported EPS figures. Given the relatively large magnitude of ASRs on reported EPS and the lack of financial reporting flexibility associated with ASRs, we believe that compensation incentives are a likely determinant in the decision to engage in ASRs.
Using multivariate probit analysis, we empirically test these predictions using a sample of 675 repurchase announcements from 2004-06. Our dependent variable, ASR, equals one if firms repurchase stock through an ASR and zero if firms repurchase stock on the open market. We proxy for compensation incentives by creating an indicator variable, BONUS, that equals one if EPS is explicitly mentioned as a determinant of annual bonuses in the firms' proxy statement and zero otherwise. We proxy for capital market incentives using a number of variables identified in Matsumoto (2002) as related to managers' incentives to meet or beat earnings benchmarks.
We control for the possibility that signaling arguments might affect the decision to undertake an ASR versus an OMR, as well as for other variables known to be associated with the decision to repurchase stock, including potential dilution from stock option plans, prior stock price performance, firm size, and free cash flows. Consistent with our expectations, we find that firms are more likely to choose an ASR over an OMR when managers are explicitly compensated on EPS. We also find that ASR firms have shorter strings of quarterly earnings increases, lower labor intensity, and lower sales growth than OMR firms, consistent with capital market incentives playing a stronger role in the case of OMRs. ASR firms also tend to be significantly larger and have lower stock price volatility than OMR firms. Contrary to assertions in the financial press, we do not find strong evidence that signaling is a significant determinant in the decision to undertake an ASR.
As an additional analysis, we also compare the determinants of ASRs and tender offers, as it may be argued that tender offers could also be used as an earnings management device in a manner similar to ASRs. As with ASRs, we find little evidence that managers' decisions to undertake tender offers are driven by incentives to meet or beat earnings benchmarks. However, we find that ASR firms are significantly more likely to reward their executive on EPS performance, with 58.3 percent of ASR firms mentioning EPS as a determinant of cash bonuses in their proxy statements versus only 13.3 percent of tender offer firms. We also find that tender offer firms are significantly smaller with poorer stock performance prior to the repurchase announcement. These results suggest that tender offers are undertaken in an attempt to correct market undervaluation, consistent with theories in corporate finance, rather than to achieve specific financial reporting objectives related to EPS.
We also provide descriptive evidence on the settlement costs of ASRs and find that, on average, the settlement cost of the forward contract exceeds the initial repurchase price by an average of 5.6 percent. We further find that in cases where the settlement price exceeds the initial repurchase price, the contract is typically settled in cash, while in instances where the settlement price is less than the initial repurchase price the contract is settled in shares. This pattern suggests that firms choose the form of settlement in order to minimize the contract's dilutive effect on EPS, thereby providing additional evidence that financial reporting considerations play an important role in ASRs.
This paper contributes to the accounting literature in several ways. First, we extend the literature on earnings management by examining whether firms structure their repurchase transactions to achieve different reporting objectives related to EPS. While any type of stock repurchase may be used to increase reported EPS, our results suggest that compensation incentives are the primary driver in the ASR decision while, consistent with prior work by Bens et al. (2003) and Hribar et al. (2006) , capital market incentives appear to be more important for OMRs.
Relatedly, we also contribute to the literature linking executive compensation and earnings management. Previous research (Guidry et al. 1999; Holthausen et al. 1995; Healy 1985) shows that managers will manipulate net income in response to bonus contracts. We add to this stream of research by providing evidence that managers are more likely to undertake potentially value-decreasing ASRs when their bonuses depend on EPS, consistent with arguments by Watts and Zimmerman (1990) .
We also add to the small but growing literature that demonstrates that firms are willing to incur costs to secure financial reporting benefits. While ASRs deliver a perceived financial reporting benefit in immediately improving reported EPS, the guaranteed nature of the repurchase also makes ASRs potentially more costly to implement than OMRs.
2 Our evidence on ASR settlement costs that exceed initial repurchase prices by 5.6 percent, on average, is consistent with this view. As such, the paper complements findings by Erickson et al. (2004) , Ayers et al. (2002) , Lys and Vincent (1995), and Matsunaga et al. (1992) , who empirically document that firms incur costs to report higher net income.
3 Finally, our evidence on ASR settlement costs further shows that while firms structure the forward contract transaction such that it allows them to avoid mark-tomarket accounting (i.e., they retain the option to settle the forward contract in cash or The remainder of the paper is organized as follows. Section II presents the accounting treatment for ASRs in more detail. We develop our hypotheses in Section III and describe our research design in Section IV. We outline our sample selection criteria in Section V and present our results in Section VI. In Section VII, we present additional analyses and discuss our conclusions in Section VIII.
II. ACCELERATED SHARE REPURCHASES
Share repurchases, one method of returning excess cash to investors, are initiated by managers for several reasons. The most fundamental hurdle should be that management considers shares to be undervalued and lacks any better investment opportunities. However, recent studies have found that managers may also repurchase shares in order to prevent dilution from employee options, reorganize their capital structure, as well as manage earnings per share (Hribar et al.2006; Bens et al. 2003) , motivations which may have negative consequences for shareholders. One method of share repurchases that has shown a corresponding increase is an ASR.
An ASR is an arrangement in which a company borrows a block of firm shares Two accounting transactions occur when a firm enters into the ASR agreement.
First, equity is immediately decreased by the number of shares to be repurchased times the current share price, and cash is decreased or a liability is increased by an equal amount. Second, the firm enters into a forward contract with the financial institution, which allows the investment bank to hedge its short sale of shares. For most ASR agreements, the firm can choose to settle the contract in either cash or shares for the volume-weighted-average-value of the difference in share price as of the beginning of the ASR agreement to the settlement date. Under an ASR agreement with a cash or share settlement option, companies are not required to mark the forward contract to market on their books. The assumption behind the accounting treatment of the forward contract (not requiring it to be marked to market as the underlying value of the firm's stock changes) is that the company intends to settle the forward contract in shares and therefore need not consider the change in the fair value of the forward contract in the calculation of net income. In reality, the large majority of ASR forward contracts are settled in cash. At settlement, the accounting treatment is to decrease cash (or increase liabilities) and to decrease equity, assuming the price of the companies stock has increased. The repurchased shares may be kept in treasury or retired. We provide a numerical example of the accounting treatment for ASRs in the Appendix.
III. HYPOTHESES
We consider the above differences in the accounting treatment of ASRs versus i.e., they do an OMR when they "need a penny" to make the forecast.
While it is possible that firms also use ASRs to meet or exceed analyst forecasts, because the number of shares repurchased is known in advance with certainty, it is a relatively straightforward exercise to adjust expected EPS for the effects of the repurchase. Indeed, anecdotal evidence shows that managers themselves explicitly disclose the reporting effects of the ASR on future EPS, and analyst adjust their forecasts We therefore expect capital market incentives to achieve earnings benchmarks to be relatively less important in the decision to undertake an ASR versus an OMR. Our first hypothesis is therefore as follows:
H1: Capital market incentives play a less important role in the decision to undertake an ASR versus an OMR.
The inflexible nature of the reporting effect of ASRs on EPS figures suggests to us to a quite different motivation -we predict that the managers of ASR firms are more likely to be compensated on reported EPS figures than are the managers of OMR firms.
Prior research shows that the use of earning-based bonuses affects firm's financial reporting choices. For example, Beatty and Weber (2006) find that the likelihood of managers receiving earnings-based bonuses affects goodwill impairment decisions, and Marquardt and Wiedman (2005) show that firms are more likely to structure convertible bond transactions to increase EPS when manager bonuses are based on reported EPS
figures. Given the relatively large magnitude of ASRs on reported EPS and the lack of financial reporting flexibility that ASRs offer, we believe that compensation incentives are a likely determinant in the decision to undertake an ASR versus an OMR. Stated formally:
H2: Compensation incentives play a more important role in the decision to undertake an ASR versus an OMR.
IV. RESEARCH DESIGN
We use a multivariate probit regression model to test Hypotheses 1 and 2, where the dependent variable, ASR, equals one if the firm chooses to undertake an ASR and zero if the firm chooses an OMR. As such, our analysis is conditional on the decision to repurchase stock; that is, we assume that firms first decide to repurchase stock and subsequently determine the type of repurchase to undertake.
To proxy for capital market incentives (H1), we employ a number of variables drawn from prior research. Our first variable is based on the collective findings of Barth et al. (1999) and Myers et al. (2007) , who both find that the market rewards patterns of increasing earnings, and Graham et al. (2005, p. 22) , who report that chief financial officers regard the same quarter last year's EPS as the most important benchmark. This variable, STRING, equals the number of consecutive quarters prior to the announcement date of the repurchase that the firm has met or exceeded the benchmark of the prior year's EPS for the same fiscal quarter, up to a maximum of 20 quarters. If capital market incentives to maintain this string are stronger for OMR firms, we expect a negative coefficient on STRING in our probit analysis.
Matsumoto (2002) empirically examines managers' incentives to avoid negative earnings surprises and finds that firms with greater reliance on implicit claims with stakeholders are more likely to meet or exceed earnings expectations. Stakeholders such as customers, employees, or suppliers are likely to react more strongly to earnings surprises because they are have limited ability or do not find it cost effective to fully process all information about the firm (Hirshleifer and Teoh 2003) . We thus expect firms' reliance on implicit claims with stakeholders to be negatively associated with the likelihood of undertaking an ASR.
We follow Matsumoto (2002) and Bowen et al. (1995) and use three variables to proxy for implicit claims: membership in a durable goods industry (DUR), defined as SIC codes 150-179, 245, 250-259, 283, 301 , and 324-399, research and development expenditures (R&D), divided by total assets, and labor intensity (LABOR), defined as one minus the ratio of gross property, plant, and equipment to total assets. We measure DUR, R&D, and LABOR at the end of the fiscal year preceding the repurchase announcement and predict that each variable will be negatively associated with the decision to undertake an ASR versus an OMR.
Our final proxy for capital market incentives is sales growth (SGROWTH). Skinner and Sloan (2002) find that asymmetry in the market response to positive versus negative earnings surprises is stronger for high growth than for low growth firms, i.e. the dramatic losses in firm value that often occur after missing an earnings benchmark are more severe for growth stocks. We consequently expect SGROWTH, defined as annual sales growth over the fiscal year prior to the repurchase announcement, to be negatively associated with the likelihood of undertaking an ASR.
To proxy for compensation incentives (H2), we follow Marquardt and Wiedman (2005), and create an indicator variable, BONUS, that equals one if EPS is explicitly mentioned as a determinant of annual bonuses in the firms' proxy statement and zero otherwise. We believe that this is the most direct measure of whether a manager is compensated based on reported EPS. If managers of ASR firms are motivated by compensation concerns, we expect a positive coefficient on BONUS.
In addition to our test variables for H1 and H2, we also include independent variables to control for possible alternative motivations for undertaking an ASR instead of an OMR. Bens et al. (2003) and Kahle (2002) present evidence that firms undertake
OMRs to offset the dilution associated with employee stock option plans. We further note that the flexibility inherent in OMR plans makes it a superior tool over ASRs in managing anticipated dilution, as managers can vary the amount of share repurchased as necessary. We therefore include DILUTION as a control variable in our analysis, where DILUTION is defined as the difference between the shares used to calculate diluted and basic EPS, divided by total shares outstanding, measured as of the end of the fiscal year preceding the repurchase announcement. 6 We expect DILUTION to be negatively associated with the decision to undertake an ASR.
We also consider the possible signaling effects associated with stock repurchases.
Signaling theory would suggest that the willingness of managers to increase their holdings of a company's stock conveys new, positive information to the market regarding the future cash flow of the company, and empirical evidence documents that stock repurchase announcements result in positive stock price changes (see, e.g., Peyer and Vermaelen 2005). We argue that the guaranteed nature of the repurchase in an ASR sends 6 The advantage of using this variable to measure dilution is that it includes the effects of all potentially dilutive securities on stock price, not only stock options.
a stronger signal to investors than does an OMR, since there is no obligation on the part of the issuer to actually repurchase any shares in an OMR.
We attempt to control for signaling effects by including firms' debt-to-equity ratios (DE) and dividend yields (DIVYIELD) as independent variables in our analysis, both measured for the fiscal year prior to the repurchase announcement. When managers possess inside information, financial structure signals information to the market, with the value of the firm rising with increasing leverage; similarly, when outside investors have imperfect information about firms' profitability, dividends function as a positive signal of expected cash flows (Barclay et al. 1995) . If ASRs serve in a signaling role, it may be more likely that firms undertaking ASRs have already exhausted their signaling capacities by having high debt levels and high dividend yields. We therefore expect DE and DIVYIELD to be positively associated with the ASR decision.
Another possible motivation for undertaking an ASR versus an OMR is that firms are using the ASR to hedge against stock price fluctuations that might affect the cost of the stock repurchase. Because ASRs became more popular after firms were required to mark their written put options to market, it is possible that firms are now using ASRs rather than written puts to hedge against large stock price increases. If a hedging argument applies, we expect stock return volatility (STKVOL), defined as the annualized standard deviation of daily stock returns in the calendar year preceding the repurchase announcement, to be positively associated with the decision to undertake an ASR versus an OMR. We also include other known determinants of the repurchase decision as additional control variables. Jagannathan et al. (2000) find that stock repurchasers typically have lower stock returns and higher free cash flows relative to dividend-paying firms. If managers undertake an ASR instead of an OMR because they believe the firm is more undervalued, then we expect buy-and-hold abnormal returns (BHAR), measured over the 90-day period prior to the repurchase announcement date, will be negatively associated with the ASR decision. We further predict that free cash flows (FCF) are likely to higher for ASR firms than for OMR firms because the targeted number of shares must be reacquired immediately through an underwriter in an ASR, which would require a large cash outlay. We define free cash flows (FCF) as operating cash flows minus capital expenditures, divided by total assets, at the end of the fiscal year preceding the repurchase announcement. Lastly, we include firm size, SIZE, defined as the log of total assets at the end of the fiscal year prior to the repurchase announcement, as a control variable since Jagannathan et al. (2000) find that repurchasers tend to be smaller firms. However, given our previous predictions that ASR firms will have higher dividend yields and lower growth than OMR firms, we expect SIZE to be positively associated with the ASR decision.
expect a greater negative reaction to missing an earnings benchmark when stock return volatility is higher. However, these arguments suggest that STKVOL would be negatively associated with ASRs, not positively associated, as predicted above. 8 Another possible motive behind share repurchases is to avoid a takeover. Given that the average size of repurchases as a percentage of shares outstanding is relatively small for our sample (means of 3.63 percent for ASRs and 2.95 percent for OMRs), we do not believe that avoiding takeover is a key motive for our sample firms. However, we do include in our model several of the variables identified by Palepu (1986) as associated with takeover activity, including SIZE, SGROWTH and DE. Each of these variables was found to be significantly negatively related to the probability of takeover in Palepu (1986).
Our final model is as follows: 
V. SAMPLE SELECTION
We identify our sample of ASR firms by conducting key word searches on repurchase transactions. We eliminated the following observations: non-ASR or OMR transactions, duplicate repurchases by the same firm, firms with no proxy statements, and firms without the required Compustat and CRSP data. 9 The final sample consists of 84 ASR and 591 OMR firms. We provide more detail on sample selection in Table 1. 9 Of these firms, we identify and examine a set of 45 tender offer repurchase firms with the requisite financial data as an additional control sample. We discuss this analysis in our results section. This finding is inconsistent with the idea that firms use ASRs to correct market undervaluation. In addition, we find no significant difference in free cash flows (FCF) between ASR and OMR sample firms.
VI. RESULTS

Univariate Tests
Finally, we find that ASR firms are significantly larger than OMR firms; differences in both mean and median SIZE are significant at the p=0.0001 level. This may reflect the fact that larger firms are more likely to already have established relationships with investment banks, which would enable them to negotiate the ASR contracts more quickly and easily than smaller firms. Larger firms may also be more likely to have the available assets to repurchase a large block of stock in a single transaction. In general, both STKVOL and SIZE tend to be significantly associated with many of the other independent variables. We address potential multicollinearity problems associated with these variables in our probit analysis. Table 4 presents the results of a multivariate probit analysis in which we examine the role of compensation and capital market incentives in determining the decision to undertake ASRs versus OMRs. We present five models. The first uses our full sample of 675 observations and omits the free cash flow (FCF) variable; the second is based on a slightly smaller sample of 578 observations but includes FCF. In the last three models, we alternatively drop SIZE and STKVOL from the analysis to alleviate multicollinearity concerns, as noted above.
Multivariate Tests
Of our capital market incentive variables, STRING and LABOR are significantly negatively associated with the decision to undertake an ASR versus an OMR, and SGROWTH is at least marginally significant in three out of the five model specifications.
Overall, these results are consistent with H1, where we predict that capital market incentives play a less important role in ASRs than in OMRs.
We also find empirical support for H2, where we predict that compensation incentives play a more important role in the decision to undertake an ASR versus an OMR. As expected, BONUS is significantly positive in all five models, indicating that firms that explicitly link managers' annual bonuses to reported EPS are more likely to accelerate their share repurchases to improve this figure than are firms that repurchase stock on the open market.
In addition, we find no evidence that differences in the need to offset dilution from stock options or other dilutive securities play a role in the ASR versus OMR decision -the estimated coefficient on DILUTION is not significantly different from zero. We also control for signaling effects by including DE and DIVYIELD as independent variables. As stated earlier, we expect these variables to be positively associated with the ASR decision if ASRs are meant to serve as a signal of good future performance. Our results indicate that the estimated coefficients on DE is significant in two of five cases, and the estimated coefficients on DIVYIELD are insignificantly different from zero, indicating that signaling considerations do not play a prominent role in the share repurchase choice.
Contrary to our expectations however, both BHAR, the buy-and-hold abnormal returns prior to the share repurchase announcement, and STKVOL are significant determinants of the repurchase structuring decision, but in directions opposite to our priors. If firms undertake ASRs to correct market undervaluation, we would expect a negative coefficient on BHAR, but, as shown in Table 4 , the estimated coefficient on BHAR is at least marginally significantly positive in all five models, which indicates that ASR firms have better prior stock price performance in the period leading up to the repurchase announcement than do OMR firms. That is, there is no evidence that ASRs are the preferred repurchase structure to correct undervaluation. We also find that STKVOL is strongly significantly negative in Models 1-3. If firms use ASRs to hedge against fluctuating prices that affect the cost of the stock repurchase, we would expect a positive coefficient on STKVOL. The negative coefficients instead suggest that STKVOL may be an additional proxy for capital market incentives, as noted in Section 4.
Lastly, we predicted that ASR firms are more likely to be larger in size and have higher free cash flows. As predicted, SIZE is significantly positive in all five models, but FCF does not appear to be a significant determinant of repurchase structure.
Overall, our results support both our hypotheses: H1, that capital market incentives play a strong role in open market repurchase decisions than they do for accelerated share repurchases; and H2, compensation incentives play a more important role for accelerated share repurchases than they do for open market repurchases. These findings are robust to controlling for signaling arguments, as well as for other known determinants of the decision to repurchase stock.
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VI. ADDITIONAL ANALYSES Tender Offers
In section III, we argue that because the financial reporting effects of ASRs on diluted EPS occur immediately, the motivations for undertaking ASRs differ from those for OMRs. However, it can also be argued that tender offers are another way to structure share repurchases to achieve similar financial reporting effects as ASRs, as the reduction in shares outstanding also occurs over a relatively short period of time (a tender offer typically expires after one month, though the offer is sometimes extended if the desired 10 As a sensitivity test, we also include firms' credit ratings in our probit model. Because a large stock repurchase could adversely affect credit ratings, we expect ASR firms to have higher credit ratings than OMR firms, as they could better withstand any deterioration in their rating. Average S&P credit ratings are available on Compustat for less than 300 of our sample firms. Consistent with our expectations, mean ratings are significantly higher (at the p=0.0001 level) for ASR firms; however, when we re-estimate the probit model based on this smaller sample, ratings are not a significant determinant of repurchase structure.
number of shares were not tendered). We therefore provide an additional analysis in which we compare the determinants of ASR and tender offer repurchases. Table 6 .
In Panel A, we examine differences in means and medians for the same set of variables we examined in Table 2 . We observe that while most of our tests were significant in Table 2 , where we compared ASRs and OMRs, we report fewer significant differences in comparing ASRs and tender offers. These findings are not surprising given our overall focus on contrasting the motivations of ASRs versus OMRs. Nonetheless, we document a number of notable differences between ASRs and tender offers. For example, we find a dramatic difference in the percentage of firms that reward their executives on EPS performance. While 58.3 percent of ASR firms mention EPS measures in their bonus plans, only 13.3 percent of tender offer firms do. This difference is highly significant (p=0.0001) and suggests that it is unlikely that tender offer firms are structuring a stock repurchase to affect bonus compensation. We also find that tender offer firms tend to be much smaller in size (p=0.0001) and tend to have poorer stock price performance in the period prior to the repurchase announcement. Mean (median)
BHAR is -0.0409 (-0.028) for tender offer firms and -0.006 (-0.003) for ASR firms; both differences are marginally significantly different from zero, which suggests that undervaluation may be a motive behind the tender offers. We also find that ASR firms are more highly leveraged, with a mean (median) debt-to-equity ratio of 4. tender offer firms, which is not surprising given that tender offers are often used in the decision to take a firm private. In Model 2, where SIZE is dropped as an independent variable, we find that ASR firms tend to have higher debt-to-equity ratios, dividend yields, and stock price performance prior to the repurchase announcement and lower stock price volatility relative to tender offer firms. These results suggest that ASR firms may be using the repurchase as a signaling device while tender offer firms may be attempting to correct undervaluation with the repurchase.
Overall, it appears that compensation incentives related to EPS-based cash bonuses do not play a significant role in the decision to undertake tender offers but are important for ASRs. We also find little evidence that capital market incentives vary systematically between ASRs and tender offers.
Meeting or Beating Analyst Forecasts
Our results in Section V document that compensation incentives are a significant determinant of the decision to undertake an ASR and capital market motivations to meet earnings benchmarks are more important for OMR firms. To provide additional evidence on whether ASRs are less likely than OMRs to be used to meet earnings benchmarks, we replicate the analysis presented in Hribar et al. (2006) over the years 2004-06 (results untabulated). We follow their methodology to develop a sample of actual stock repurchases using information from firms' quarterly cash flow statements. Consistent with their results, we find that firms appear to use OMRs to meet analyst forecasts. More specifically, we find that 23.8 percent of firms who undertake accretive OMRs exactly meet or beat analyst forecasts by one or two cents; this figure would be only 16.9 percent if the firm had not repurchased shares. In contrast, for firms undertaking ASRs, 18.8 percent exactly meet or beat forecasts by one or two cents; however, this figure would be an astonishing 36 percent if the firm had not undertaken an ASR. This evidence is consistent with the findings from our probit analysis -ASRs do not appear to be used to help meet or beat earnings expectations.
Market Reaction to Repurchase Announcements
As an additional test, we also examine the market reaction to ASR and OMR announcements. Prior research documents that repurchase announcements are typically accompanied by positive stock market reactions. However, Banyi and Mathew (2007) argue that because many OMR plans are never completed (Lie 2005; Stephens and Weisbach 1998), we should expect a more positive reaction for ASR than for OMR announcements.
We find mean two-day market-adjusted announcement returns of 0.9 percent for ASRs and 1.3 percent for OMRs, which is roughly consistent with Banyi and Mathew's (2007) reported means of 0.7 percent and 1.1 percent for ASRs and OMRs, respectively.
However, we find no significant differences between ASR and OMR returns after controlling for other variables that have been shown in prior research as affecting announcement reactions. As shown in Table 5 , we regress announcement returns on the type of repurchase (ASR versus OMR), size of repurchase as measured by the percentage of shares outstanding repurchased, firm size, stock price performance prior to the repurchase announcement, sales growth, leverage, and stock price volatility. We find that smaller, undervalued firms experience more positive announcement returns, as do firms undertaking larger repurchases; we find no other significant determinants of announcement returns. In summary, our findings suggest that there is no differential market response to the ASR versus OMR announcement.
Settlement Costs
To further investigate the consequences of undertaking ASRs, we collected information on the settlement costs of the ASR forward contracts from firms' 10-K or 10-Q filings. This information was disclosed by 45 of the ASR firms in our sample. Of these 45 ASR firms, 10 firms chose to settle the forward contract using shares and 35 chose to settle in cash. It is interesting to note that of the 35 firms that chose to settle in cash, 32 firms had an increase in share price over the contract period and therefore had a further obligation to the investment bank while only one of the ten firms that chose to settle in stocks had an increase in stock and therefore issued stock to the investment bank.
The remaining three cash settlement firms and nine stock settlement firms received remuneration from the investment bank. Table 7 contains detailed information on settlement costs.
Firms that settled in cash engaged in larger valued share repurchases. The average dollar amount of the repurchase is $448.8 million for cash settlers compared to the $286 million for share settlers. Similarly, the average number of shares repurchased by cash settlers is 19 million shares compared to 7.4 million shares. The mean magnitude of the repurchase deals relative to the number of shares outstanding reflect the same relationship, 11.4 percent versus 3.6 percent for cash and share settlers, respectively.
However, these relationships do not appear to be significantly different when examining the medians; cash and share settlers are approximately equal in size and magnitude.
On average, firms pay an additional $14.4 million in cash to settle the forward contract while the median cash settlement amount is $7 million. Firms issue an average of an additional 4.8 million shares when they choose to settle the forward contract in shares. However, a large proportion of share settlers receive additional shares from the investment bank upon settlement of the contract and we therefore find at the median, firms received 192,000 additional shares. Overall, the descriptive evidence presented in Table 7 suggests that settlement of the forward contract can be a costly exercise for ASR firms. The mean (median) additional costs incurred is approximately 5.6 (3.5) percent of the original ASR deal for cash settlers and for share settlers, the mean (median) additional shares issued is approximately 4.4 (-0.2) percent of the original number of shares repurchased.
VII. CONCLUSION
In this paper, we empirically examine the determinants of firms' decisions to structure a share repurchase as an ASR versus an OMR. We argue that the financial reporting effects associated with ASRs suggest that the incentives behind these transactions are fundamentally different from those associated with OMRs. Consistent with our predictions, we find that ASR firms are more likely to compensate their managers explicitly on reported EPS figures and have fewer incentives to meet or beat earnings benchmarks than are OMR firms. These results are robust to controlling for signaling effects, as well as other known determinants of stock repurchase decisions including meeting or beating analyst forecasts. We also examine the market's reaction to the ASR and OMR repurchase announcement. Our findings do not indicate any significant difference in announcement returns between ASR and OMR firms.
In addition, we also provide evidence of the additional settlement costs for ASR firms. We find that almost 75 percent of the firms who disclose settlement costs for their ASR program have an increase in share price over the forward contract period and therefore have additional obligations to their investment bank that are not reported on the firm's financial statements over this period. Since ASR agreements are structured such that repurchasing firms have the choice to settle the forward contract in cash or shares (thereby circumventing mark-to-market accounting required under SFAS 150), we find that most firms typically choose to settle the forward contract in cash when an additional net outlay to the investment bank is necessary, and in shares in cases where an additional net receipt is in order. This pattern of behavior is consistent with firms choosing settlement type in order to avoid issuing new shares which have the impact of diluting reported EPS.
Our results should be interpreted with the following caveats in mind. First, our sample of ASR firms is relatively small, although our data collection efforts attempt to capture the full population of ASR firms. Second, due to significant variation in disclosure quality and detail on settlement terms, we are only able to collect this data for a subset of ASR firms to provide some insight into the costs of settling ASR agreements.
Nonetheless, these results offer compelling new evidence that firms structure financing transactions to achieve financial reporting and compensation benefits. As such, the paper contributes to the literature on earnings management, executive compensation, and stock repurchases. Future research might address whether ASRs affect firm value in the long run, as alleged in the financial press.
APPENDIX
The following is an example of the accounting treatment for an ASR. Suppose Company X wants to buy back 1 million shares of stock. Currently, the company has 10 million shares outstanding and the stock price is $10 per share. After the decision, the company has net earnings of $2 million for the quarter ended March 31.
Scenario 1: The stock price stays the same over the quarter. Company X enters into an ASR agreement on January 1 and agrees to repurchase 1 million shares of stock. The ASR has an end contract date of March 31. The current stock price is $10 per share.
Jan. 1: Treasury Stock $10,000,000 Cash or Liability $10,000,000
Forward agreement: no entry made as the forward contract has no significant value at the contract's initiation date.
April 30: No entries required
Effect on EPS at 4/30: With ASR: Without ASR: $2,000,000/9,000,000 = $.22 $2,000,000/10,000,000 = $.20
Scenario 2: The stock price increases to $15/share on January 31 and remains there for the rest of the quarter.
April 30: If settled in cash: Treasury Stock $5,000,000 Cash or Liability $5,000,000
If settled in stock: An adjustment would be made to the shares outstanding. The company would now show that approximately 666,667 shares have been repurchased, versus 1,000,000. There is no impact on the balance sheet. STRING is the number of consecutive quarters prior to the announcement date of the share repurchase that the firm has met or exceeded the benchmark of the prior year's EPS for the same fiscal quarter, up to a maximum of 20 quarters. DUR equals 1 if the firm has membership in a durable goods industry 245, (250) (251) (252) (253) (254) (255) (256) (257) (258) (259) 283, 301, and 0 otherwise. R&D is research and development expenditures divided by total assets. LABOR equals 1 minus the ratio of gross property, plant, and equipment to firm size. SGROWTH is annual sales growth. BONUS equals 1 if EPS if explicitly mentioned in the firm's proxy statement as one of the determinants of annual cash bonuses and 0 otherwise. DILUTION is the difference between the denominators used to calculate diluted and basic EPS divided by total common shares outstanding. DE is total liabilities divided by total common equity. DIVYIELD is cash dividends per common shares divided by the stock price. STKVOL is the annualized standard deviation of daily stock returns. BHAR is the buy-and-hold abnormal return of the firm in the 90-day period prior to the share repurchase announcement. SIZE is the log of total assets of the firm. FCF is (cash flows from operations minus capital expenditures, divided by total assets. All variables are measured in the fiscal year prior to the repurchase announcement, except where indicated, and are winsorized at 1% and 99%. P-values are based on two-tailed significance levels. a indicates that this variable was available for 562 firms (69 ASRs vs. 493 OMRs). STRING is the number of consecutive quarters prior to the announcement date of the share repurchase that the firm has met or exceeded the benchmark of the prior year's EPS for the same fiscal quarter, up to a maximum of 20 quarters. DUR equals 1 if the firm has membership in a durable goods industry 245, (250) (251) (252) (253) (254) (255) (256) (257) (258) (259) 283, 301, and 0 otherwise. R&D is research and development expenditures divided by total assets. LABOR equals 1 minus the ratio of gross property, plant, and equipment to firm size. SGROWTH is annual sales growth. BONUS equals 1 if EPS if explicitly mentioned in the firm's proxy statement as one of the determinants of annual cash bonuses and 0 otherwise. DILUTION is the difference between the denominators used to calculate diluted and basic EPS divided by total common shares outstanding. DE is total liabilities divided by total common equity. DIVYIELD is cash dividends per common shares divided by the stock price. STKVOL is the annualized standard deviation of daily stock returns. BHAR is the buy-and-hold abnormal return of the firm in the 90-day period prior to the share repurchase announcement. SIZE is the log of total assets of the firm. FCF is (cash flows from operations minus capital expenditures, divided by total assets. All variables are measured in the fiscal year prior to the repurchase announcement, except where indicated, and are winsorized at 1% and 99%. P-values are based on two-tailed significance levels. -179, 245, 250-259, 283, 301, and 324-399) and 0 otherwise. R&D is research and development expenditures divided by total assets. LABOR equals 1 minus the ratio of gross property, plant, and equipment to firm size. SGROWTH is annual sales growth. DILUTION is the difference between the denominators used to calculate diluted and basic EPS divided by total common shares outstanding. DE is total liabilities divided by total common equity. DIVYIELD is cash dividends per common shares divided by the stock price. BHAR is the buy-and-hold abnormal return of the firm in the 90-day period prior to the share repurchase announcement. SIZE is the log of total assets of the firm. FCF is (cash flows from operations minus capital expenditures, divided by total assets. All variables are measured in the fiscal year prior to the repurchase announcement, except where indicated, and are winsorized at 1% and 99%. P-values are based on two-tailed significance levels. a indicates that this variable was available for 562 firms (69 ASRs vs. 493 OMRs). STRING is the number of consecutive quarters prior to the announcement date of the share repurchase that the firm has met or exceeded the benchmark of the prior year's EPS for the same fiscal quarter, up to a maximum of 20 quarters. DUR equals 1 if the firm has membership in a durable goods industry 245, (250) (251) (252) (253) (254) (255) (256) (257) (258) (259) 283, 301, and 0 otherwise. R&D is research and development expenditures divided by total assets. LABOR equals 1 minus the ratio of gross property, plant, and equipment to firm size. SGROWTH is annual sales growth. BONUS equals 1 if EPS if explicitly mentioned in the firm's proxy statement as one of the determinants of annual cash bonuses and 0 otherwise. DILUTION is the difference between the denominators used to calculate diluted and basic EPS divided by total common shares outstanding. DE is total liabilities divided by total common equity. DIVYIELD is cash dividends per common shares divided by the stock price. STKVOL is the annualized standard deviation of daily stock returns. BHAR is the buy-and-hold abnormal return of the firm in the 90-day period prior to the share repurchase announcement. SIZE is the log of total assets of the firm. FCF is (cash flows from operations minus capital expenditures, divided by total assets. All variables are measured in the fiscal year prior to the repurchase announcement, except where indicated, and are winsorized at 1% and 99%. P-values are based on two-tailed significance levels. The dependent variable, CAR, is a two-day market-adjusted return measured from the day before and the day of the announcement. The announcement dates are determined from the SDC database and verified against hand-collected announcement dates from press releases in the Factiva and Lexis/Nexis databases. ASR is an indicator variable that equals 1 if the stock repurchase is accelerated and 0 if open market. PERCENT is the number of shares approved for repurchased scaled by shares outstanding at the announcement date. SIZE is the log of total assets of the firm. BHAR is the buy-and-hold abnormal return of the firm in the 90-day period prior to the share repurchase announcement. SGROWTH is annual sales growth. DE is total liabilities divided by total common equity. DILUTION is the difference between the denominators used to calculate diluted and basic EPS divided by total common shares outstanding. STKVOL is the annualized standard deviation of daily stock returns. All variables are measured in the fiscal year prior to the repurchase announcement, except where indicated, and are winsorized at 1% and 99%. P-values are based on two-tailed significance levels. * indicates levels significantly different from zero one percent. a Information on settlement costs was collected from the firm's 10-K or 10-Q. Of the 84 ASR firms we were able to collect settlement costs for 45 firms. b Net share settlement resulting in the firm issuing shares to the investment bank is a positive number. Net share settlement in the firm receiving additional shares from the investment bank is a negative number.
FIGURE 1 Overview of ASR transaction
